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ABSTRACT 
 
The Central Bank of Kenya in its mandate to keep in check the economy through its monetary 
policy guidelines uses various instruments to achieve this objective.  Even though this study area 
has been explored by various researchers it is evident that there very little content on the effect of 
monetary policy on inflation. Because of the need to fill the knowledge gap this research study 
will seek to explore on the effect of monetary policy on specific commercial banking rates such 
as fixed deposit rates, foreign exchange rates, lending rates and local money market rates. This 
research was anchored on monetary policy theory, Taylor’s theory, Keynesian theory and Credit 
market theory of inflation. The research objective was to establish the effect of monetary policy 
on inflation in the Kenyan economy. The researcher adopted a descriptive research design. A 
questionnaire was used. This study used primary data for the specific variables bank reserves, 
open market operations, credit rate and exchange rate. The data collected was coded, quantified 
and analyzed quantitatively. Quantitative data was analyzed by the use of descriptive statistics 
using SPSS version 20 and presented through percentages, means, standard deviations and 
frequencies. The inputted data was then presented in the form of tables and graphs. Regression 
analysis was used to analyze the relationship between the variables. A response rate of 75% was 
obtained. The research established a significant relationship between the monetary policy and 
inflation. The independent variables contributed to 27.4% of the variation of inflation. The study 
concluded that monetary policy affects inflation. The study recommended more studies to be 
conducted to ascertain the policies or factors that constitute the remaining 72.6%. 
. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
vi 
 
TABLE OF CONTENTS 
DECLARATION........................................................................................................................... ii 
DEDICATION.............................................................................................................................. iii 
ACKNOWLEDGMENT ............................................................................................................. iv 
ABSTRACT ................................................................................................................................... v 
LIST OF TABLES ..................................................................................................................... viii 
LIST OF FIGURES ..................................................................................................................... ix 
ACRONYMS AND ABBREVATIONS ...................................................................................... x 
OPERATIONAL DEFINITION OF TERMS ........................................................................... xi 
CHAPTER ONE ........................................................................................................................... 1 
INTRODUCTION......................................................................................................................... 1 
1.0  Introduction .............................................................................................................................. 1 
1.1 Background of the Study .......................................................................................................... 1 
1.2 Statement of the Problem .......................................................................................................... 5 
1.3 Objectives ................................................................................................................................. 7 
1.4 Research Questions ................................................................................................................... 7 
1.5 Significance of the Study .......................................................................................................... 7 
1.6 Scope of the Study .................................................................................................................... 8 
1.7 Chapter Summary ..................................................................................................................... 8 
CHAPTER TWO .......................................................................................................................... 9 
LITERATURE REVIEW ............................................................................................................ 9 
2.0 Introduction ............................................................................................................................... 9 
2.1 Theoretical Literature Review .................................................................................................. 9 
2.2 Empirical Literature Review ................................................................................................... 12 
2.3 Summary and Research Gaps ................................................................................................. 14 
2.4 Conceptual Framework ........................................................................................................... 16 
2.5 Chapter Summary ................................................................................................................... 16 
CHAPTER THREE .................................................................................................................... 17 
RESEARCH DESIGN AND METHODOLOGY .................................................................... 17 
3.0 Introduction ............................................................................................................................. 17 
3.1Research Design....................................................................................................................... 17 
vii 
 
3.2 Target Population .................................................................................................................... 17 
3.3 Sample and Sampling Technique............................................................................................ 17 
3.4 Instruments .............................................................................................................................. 18 
3.5 Pilot Study ............................................................................................................................... 19 
3.6 Data Collection Procedure ...................................................................................................... 19 
3.7 Data Analysis and Presentation .............................................................................................. 20 
3.8 Ethical Considerations ............................................................................................................ 21 
3.9 Chapter Summary ................................................................................................................... 21 
CHAPTER FOUR ....................................................................................................................... 22 
RESEARCH FINDINGS AND DISCUSSION ......................................................................... 22 
4.0 Introduction ............................................................................................................................. 22 
4.1 Presentation of Research Findings .......................................................................................... 22 
4.2 Limitations of the Study.......................................................................................................... 32 
4.3 Chapter Summary ................................................................................................................... 32 
CHAPTER FIVE ........................................................................................................................ 34 
SUMMARY, RECOMMENDATIONS AND CONCLUSIONS ............................................ 34 
5.0 Introduction ............................................................................................................................. 34 
5.1 Summary of Findings .............................................................................................................. 34 
5.2 Recommendations ................................................................................................................... 35 
5.3 Conclusion .............................................................................................................................. 36 
5.4 Suggestions for further research ............................................................................................. 36 
REFERENCES ............................................................................................................................ 37 
APPENDICES ............................................................................................................................. 39 
APPENDIX I: LETTER OF INTRODUCTION ..................................................................... 39 
APPENDIX II: RESEARCH STUDY QUESTIONNAIRE .................................................... 40 
APPENDIX III: LIST OF BANKS IN MOMBASA ................................................................ 43 
 
 
 
 
viii 
 
LIST OF TABLES 
Table 4.1 Gender…..…………….………………………………………………………….23 
Table 4.2 Work Experience…….…..……………………………………………………….23 
Table 4.3 Highest Education Level …………………………..…………………………….24 
Table 4.4 Bank Reserves…..…….………………………………………………………….24 
Table 4.5 Open Market Operations…….…..……………………………………………….25 
Table 4.6 Credit Rate Movement …......................................................................................27 
Table 4.7 Exchange Rate…………………………………………………………………....28 
Table 4.8 Inflation..........................................................................................................…....29 
Table 4.9 Model Summary………. …………………………..…………………………….30 
Table 4.10 Co-efficients of the Model..…………………………………………………….31 
Table 4.11 Analysis of Variance…….…..………………………………………………….32 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
ix 
 
LIST OF FIGURES 
Figure 2.1 Conceptual Framework………………………………………………………….16 
Figure 4.1 Response Rate………..………………………………………………………….22 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
x 
 
ACRONYMS AND ABBREVATIONS 
 
ADF            Augmented Dickey Fuller 
CBK              Central Bank of Kenya 
CBR            Central Bank Rate 
CPI            Consumer Price Index   
GDP            Gross Domestic Product 
MPF             Monetary Programming Framework 
NFA             Net Foreign Assets  
SPSS            Statistical Package for Social Scientists 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
xi 
 
OPERATIONAL DEFINITION OF TERMS 
 
Bank Reserve A bank reserve is the currency deposit that is not lent out to 
the bank's clients. A small fraction of the total deposits is held 
internally by the bank in cash vaults or deposited with the 
central bank (Johansen and Juselius, 1990). 
Credit Rate Movement They are a price for the use of funds which contributes to 
excessive demand of money due to rise in interest rates (Darryl, 
1969). 
Exchange Rate The value of one currency for the purpose of conversion to 
another. It affects the trading of foreign merchandise (Laidemen 
& Rodriguez, 2006). 
Inflation A general increase in prices and fall in the purchasing value of 
money. Inflation can be made worse by our increasing exposure 
to foreign marketplaces (Johnson, 2003). 
Monetary Policy Monetary policy is that method by which the Central Bank of 
country controls the availability of money, typically targeting rate 
of inflation or rate to make sure worth stability and general trust 
in the currency (Bernanke and Gertler, 1995). 
Open Market Operations Refers to the buying and promoting of government securities 
within the open market with a purpose to amplify or contract the 
quantity of money inside the banking system (Schabert, 2004). 
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CHAPTER ONE 
INTRODUCTION 
1.0  Introduction 
This chapter gives an introduction to the study topic by focusing on the background of this study, 
the statement of problem, the research objectives, and justification of study. Also the scope of 
study and summary of the study will be covered. 
1.1 Background of the Study 
Monetary policy, specifically unforeseen monetary shock, encompasses a giant impact on the 
economy, notwithstanding its solely sure a brief time. Monetary policy on costs and real 
economic activities lays at the essential a part of economic science presumption and at the 
guts of financial policy. This as money, being the foremost acknowledged common place of 
exchange, has clothed to be the foremost important product in current economies. So, 
policy manufacturers should appreciate the timings and effects of their policies on the 
economy so as to with success conduct a financial policy (Lialo, 2016). 
 
Monetary policy could be a political economy instrument with that nation does manage their 
economies (Ajie and Nenbe, 2010). Economists read financial policy as defense to economic 
slowdowns, particularly if there's have to be compelled to for fast action to stabilize the economy 
(Kandil, 2014).Monetary policy is effective once a modification in policy rate is transmitted to 
the bank interest rates that successively influence mixture domestic demand, investment and 
eventually output (Xu & subgenus Chen, 2012). Financial policy and business banks are in an 
elaborate way coupled. In reality the assessment of banking industry, notably within the space of 
loans and advances are often evaluated through the performance of financial policy tools, which 
may be broadly speaking classified into two (the portfolio management approach and therefore 
the market intervention). 
 
The behavior of the policy typically relies on reserve ratios and open market operations to 
bring growth to be intermediate targets like interest rates or a financial combination, within 
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the chase of a most well-liked value rises or production target. Transformation in financial policy 
is spread throughout the economy via a mechanism, typically known as the financial transfer 
mechanism. Experiential examination of the results of financial policy has treated 
the financial mechanism itself as a recorder (Bernanke and Gertler, 1995).” The analysis of 
developing economies shows they conduct financial policy via rate manipulation. 
 
 
The CBK has basically used a monetary-targeting define to pursue the worth will 
increase objective since its institution in 1966. kind of like several central banks particularly in 
developing economies, the responsibility of formulating and implementing financial policies is 
in African nation is given to Central Bank of Kenya (CBK). The responsibility is directed at 
achieving and protective one all told its two major objectives that is being able to keep up a 
sound market-based financial set-up and low value rises (inflation). The use of 
this financial policy strategy is usually supported the guess that cash matters, that the behavior of 
economic collections contains a major relating the performance of the economy, in the main 
on value rises. As established by political economy studies done to look at the 
link amid value rises and monetary system growth there's a powerful relationship 
between value will increase and funds in Republic of Kenya, Mwega, (1990), Durevall & 
Ndungu, (1999). So as to spice up effectiveness and potency in providing objects 
in sterilization money and economic setting financial organization of Republic of Kenya has 
been purification its monetary system strategy operations and procedures. the 
novel changes accomplished enclosed the shift towards victimization indirect instruments 
of financial management by introducing open market operations (OMO) and by liberalizing 
interest rates and also the shilling rate of exchange. Therefore, following the persistent failure 
of monetary system strategy to deliver on its inflation objective within the late Eighties and also 
the early 90s. CBK accomplished changes to money policy completion procedures (CBK, 2010).  
 
Financial policy structure has end up to be a lot of precise in respect of value rises consistent to 
the instruments employed in achieving it. Before then, monetary system strategy in Central Bank 
of Kenya were fastidiously utilized as tools of economic administration as of 
the inevitable controls covering the majority economic activities. Financial policy, beneath the 
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regime of direct controls, was a lot of preoccupied with reacting instead 
of driving money developments. Management was then the stylish methodologies to 
economic management in most rising countries. This was in fact not only one of 
its types to Central Bank of Kenya (CBK, 2010).  
 
Jalil (2011) defines inflation as a uninterrupted upward modification within the index number, 
constant over a amount of your time. Inflation could also be brought out by an uninterrupted 
intensification within the provider of cash, unceasing decline within the demand for cash, or a 
mix of the two. Government would possibly amplify the cash provide unendingly. If the demand 
for cash level usually grows a lot of slowly than the cash provide. In any economy inflation is 
undesirable. In keeping with Jalil (2011) a high rate of provide growth of 
cash is certain to motivate a high rate of value rises. This can be thanks to the prices of 
economy connected to cost rises. Once value rises area unit high, noninterest- bearing checking 
accounts and currency area unit unwanted since they're frequently decreasing in shopping 
for power. There are unfair gains and losses. Ludi and Ground (2006) says 
that there's tax modification, as an example, once value rises rages, the particular price of 
those interpretations area unit lesser than it ought to really be. 
 
Measures of Inflation most well-known area unit the CPI that processes 
the GDP factor and shopper costs that measures value will increase within the whole of the 
domestic economy. Generally, rate of value will increase is termed because the rise in costs 
calculated against a typical level of purchase power over a protracted amount of your time. From 
the history between 2012 and 2016, Inflation Rate in Kenya averaged 6.98%. The highest 
inflation rate was in 2012 at 9.38% and the lowest in 2016 at 6.32% (" Statista - The Statistics 
Portal for Market Data, Market Research and Market Studies", 2018) 
 
The procedure by that the financial authority (central bank) manages the availability of cash to 
realize special objectives including: protective  rate of exchange, restraining worth will 
increase or deflation, achieving financial condition and progression of economy is 
termed financial policy. Financial authorities will this victimisation equipment such as; discount 
window operations, open market operations, and reserve ratios. The 
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method wherever the financial authority acquires or disposes securities within the secondary 
market so as to realize a satisfying level of bank treasury is understood as an open market 
operation. Consistent with Ikhide & Alawode, (1994) cash stock modifies itself to the anticipated 
level, because the law of offer and demand return consequence to work out the price of credit 
(interest rates) within the securities industry.  
 
Abakah (2009) did a study in Kenya on the influence of financial policy on stock costs. The 
study examined the long and short-term associations linking monetary policy and 
stock costs also as some elect variables of economics including: inflation and exchange rates 
for the amount 1990-2006 in Kenya victimization statistic analysis. This study used the 
Johansen’s variable Co integartion technique (Johansen and Juselius, 1990).The 
study conjointly monthly knowledge statistic on all the variables and to look at the doable long 
and short-term effects among the investigated series additionally to the direction of those effects. 
The Dickey-Fuller (ADF) take a look at was accustomed the otherwise of the series. In recent 
years financial policy has developed considerably because of the governments urge to manage 
inflation and to endorse growth of economy financial policy depended mostly on direct 
controls within the 50’s and 60’s. Then, the govt. oft set restrictions on the amount of 
money that financial establishment may let someone use, and mortgages were with efficiency 
distributed. People and banks had severe restriction on the quantity they may remodel into 
alternative currencies.Bank may place forthsome management on financial establishments by 
what 'moral suasion’ (Lialo, 2016). 
 
In Kenya, in keeping with Kinyua (2001) the first 10 years when 1963 year of self-rule is 
assumed to own been inactive within the behavior of financial policy in Kenya. This can 
be because of lack of involvement was essential in surroundings of eight % gross domestic 
product (GDP) growth and below two percentages in rate of inflation. The 
first main economics inequity took place within the ordinal decade within the look of oil disaster 
1973and the 1977/78 occasional boom. This was once the system of fastened charge per 
unit (FER) with the Britton Woods System in 1971 had simply folded. 
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Between 1960’s and 1980’s, financial policy was done via: credit ceilings for business banks, 
liquidity quantitative relation, and money reserve quantitative relation and rate of 
interest controls. The 90’s came with the economy being liberalized whereby rate of interest 
management were detached and rate of exchange created supple. This ushered in a 
very new amount in financial policy wherever the most tool was open market 
operations. Throughout that point high rates of interest and widening interest increase, reserved 
the rising financial investments and plummeting price of capital. CBK used incidental tools to 
pacify worth rises. In associate ambiance of unsteadiness and nice doubt competitory against 
twofold digit rate of inflation motivated on by an excessive amount of provide of cash and 
lodging of distressed banks. The CBK Act was amended in 1996(Lialo, 2016). Kinyua (2001) 
argues that this permissible the financial organization of Kenya to following wide-range of 
funds because cash financial organization of Kenya operates below a Monetary Programming 
framework (MPF). For the Net Foreign Assets (NFA) the CBK set associate higher limit for put 
aside cash and hold some ground. This remained the inspiration of medium of 
exchange strategy that served until the introduction of the CBR. The use of financial targeting 
as nowadays utilized by the financial organization of Kenya has additionally been 
condemned. Money accumulative following policy is further effectual with the existence of a 
gentle demand for money association dependent on general index and financial activity. 
1.2 Statement of the Problem 
The central bank of Kenya in its mandate to keep in check the economy through its monetary 
policy guidelines uses various instruments to achieve this objective.  Among the instruments 
used are , the bank rate policy which the CBK uses to advance credit to commercial banks, cash 
reserve ratio which is the ratio of total deposits that commercial banks are supposed to keep with 
the CBK as reserve, and the open market operation, which is the buying and selling of 
government securities in the open market(Lialo, 2016).  
 
Monetary policy is that  method by which the financial authority of a rustic controls the 
availability of money, typically targeting rate of inflation or rate to make sure worth stability and 
general trust in the currency. The Central Bank of Kenya’s key objective is formulation and 
implementation of financial policy towards achieving and maintaining stability within 
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the general level of costs in order to attain desired growth rates. Kenya Vision 2030 recognizes 
macroeconomic stability as one of the enablers that would facilitate attainment of middle income 
status by the year 2030. Monetary policy plays a fundamental role in achievement of 
macroeconomic stability. However, this can only be guaranteed if the conduct, operations and 
strategies adopted by monetary authority steer the economy towards targets included in Vision 
2030 (Republic of Kenya, 2007). Economic reforms introduced early 1990 led to the adoption of 
a market based monetary policy strategy and generally improved monetary policy transmission. 
However, weak monetary policy transmission mechanism is still a pertinent problem in Kenya 
(Central Bank of Kenya, 2010; Buigut, 2010) 
 
A commercial bank is a proﬁt-seeking business organization that deals in money and credit. It is 
a ﬁnancial institution that deals in money and accept deposits of money from the public. It also 
deals in credit, whereby it creates credit by creating advances out of the funds received as 
deposits to indigent folks. It thus, functions as a mobilizer of savings within the economy. A 
bank is, thus sort of a reservoir into that flows the savings, the idle surplus cash of households 
and from that loans are given on interest to businessmen and different investors and producers. In 
Kenya, there are 41 commercial banks and 10 microfinance institutions and are guided by CBK 
as the mail regulator. Commercial banks control a significant proportion of money stock, at the 
end of 2009, commercial bank deposits accounted for 97 per cent of broad money (Central bank 
of Kenya, 2010a,b). Despite the dominance and key role played by commercial bank in monetary 
policy transmission process, there is lack of clarity on commercial bank behavior and adjustment 
to monetary policy changes in Kenya (Lialo, 2016). 
 
Scholars have carried out studies in this research topic, they have explored asymmetries and 
dynamics of adjustment of the bank retail rates to monetary policy changes in Kenya. Empirical 
evidence shows that commercial banks behavior plays a key role in money supply process 
(Bernanke and Gertler, 1995; Palley 2001, Misati et al., 2012). Central Bank of Kenya (2011), 
reports that transmission of monetary policy decisions to short term interest rates has generally 
been fast and effective. Even though this study area has been explored by various researchers it 
is evident that there very little content on the effect of monetary policy on inflation. Because of 
the need to fill the knowledge gap this research study will seek to explore on the effect of 
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monetary policy on specific commercial banking rates such as fixed deposit rates, foreign 
exchange rates, lending rates and local money market rates. This research will be anchored on 
the demand pull theory, cost push theory of money, quantity theory of money and the monetary 
theory of inflation. 
1.3 Objectives 
To establish the effect of monetary policy on inflation in the Kenyan economy 
1.3.1 Special Objectives 
i. To find out the effect of bank reserves on inflation in Kenya. 
ii. To identify the effect of open market operations on inflation in Kenya. 
iii. To establish the effect of credit rate movement on inflation in Kenya. 
iv. To identify the effect of exchange rate on inflation in Kenya. 
1.4 Research Questions 
i. What is the effect of bank reserves on inflation in Kenya? 
ii. How do open market operations affect inflation in Kenya? 
iii. Is there an effect of credit rate movement on inflation in Kenya? 
iv. What is the effect of exchange on inflation in Kenya? 
1.5 Significance of the Study 
The study is be important to each the native and also the international investors who need to 
create higher investment choices fixing thought, the impacts of inflation on their returns on 
investments. The findings of this study will help investors in creating wise investment choices. 
The major aim of the Kenyan government is to confirm economic stability within the country. 
With regards to the present, the government can need to grasp the prevailing rate of 
inflation within the economy to make your mind up on economic policy it uses to attain its target 
on inflation rates. These findings can change the govt. to place in suitable applicable measures. 
Formulation of legislation and creating of policies greatly believe the findings of 
this analysis that the regulator mightwant toinclude therefore on create correct changes and 
proposals regarding major economic policies. 
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Researchers and academicians need to grasp the result of monetary policy on inflation to 
extend their cognitive content and establish gaps that need any analysis and instruments which 
will be wont to provide quality analysis. These findings offer a basis for development of 
recent theories. 
 
The public holds the government responsible regarding the real commodity costs caused by 
prevailing inflation within the country. These findings so provide them the relevant info 
concerning the speed within the country and carry financial organization in charge of the 
financial policy choices created. 
1.6 Scope of the Study 
This study acknowledges that there are varieties of different policy instruments that the 
CBK will probably use to influence the direction of financial policy. However, it'll limit itself to 
the analysis of the effectives of open market operation, Bank reserve demand and therefore 
the credit quantitative relation. The study will target departmental heads, senior officers, 
supervisors, past data and current targets of the central bank of Kenya and selected commercial 
banks, to try and analyze the effects and effectiveness of these instruments on inflation. The 
study will be conducted between May and August 2018. 
1.7 Chapter Summary 
The chapter introduces monetary policy and inflation. The chapter gives a background of the 
variables of the study whilst delving deep into the variables in the local scene. The chapter also 
states the problem of the study and gives the objectives that inform the study. The chapter goes 
into checking the significance of the whole study to various segments of the society. Finally the 
chapter goes to check scope of the study, the population, the study are and the proposed timeline 
for the entire study. 
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CHAPTER TWO 
LITERATURE REVIEW 
2.0 Introduction 
A literature review discusses revealed info in a very particular discipline, and typically info in a 
very specific branch of knowledge at intervals a precise time. Therefore, this 
chapter concerned the systematic identification, location and analysis of documents 
containing info associated with effects of financial policy on inflation in Kenya. 
2.1 Theoretical Literature Review 
Theories in literature are made to understand, explain and predict facts and more often than not 
to question, extend and challenge existing knowledge within the confines of critical bounds. 
The theoretical literature review introduces and describes the theory that explains why the 
research problem under study exists. Various theories are reviewed as hereunder. These are in 
line with the study objectives. 
The monetarist policy theory asserts that since money is a direct substitute for all other assets, an 
increase in the supply of money supply, given a fairly stable velocity of circulation, will have a 
direct effect on the demand for other assets since there will be more money to spend on those 
assets. Taylor’s theory states that despite the restriction of economic policy on real variables, the 
policy can have an impact through adjustments in wages and asset charges. Keynesian theory 
states that inadequate demand of money may lead to prolonged periods of high rate. The Credit 
Market theory states that an increasing demand for credit leads to an increase charge per unit 
credit and otherwise. 
2.1.1 The Monetarist Policy Theory 
Monetarism is a macroeconomic school of thought that emphasizes long-run monetary neutrality, 
short-run monetary no neutrality, the distinction between real and nominal interest rates, and also 
the role of financial aggregates in policy analysis. It’s notably related to the writings of Milton 
Friedman, Anna Schwartz, Karl Brunner and Allan Meltzer. Mishkin (2000), states that since 
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money is a direct substitute for all other assets, an increase in the supply of money supply, given 
a fairly stable velocity of circulation, will have a direct effect on the demand for other assets 
since there will be more money to spend on those assets. 
Robinson (1972) states that, if the total output of the economy is fixed, then an increase in the 
money supply will lead directly to higher prices. Monetarists therefore reach the same conclusion 
as the old quantity theory of money that a rise in money supply will lead directly to a rise in 
prices and probably also to a rise in money incomes, an increase in real output and so an increase 
in employment. Monetarist school of economic thought contended that money supply is a key 
determinant of the level of production in the short run and the rate of inflation in the long run 
(Sargent, 1987). In order to minimize uncertainty monetarist advocated for the maintenance of a 
constant rate of growth of money supply. The implication of the theory to the current study is 
that increasing the money supply in the economy will have a direct effect on the inflation rates. 
 
 2.1.2 Taylors Theory  
Taylor (1993) technologically advanced imperative and worthy medium of 
exchange strategy pointers. In his pointers, Taylor made public that there square 
measure sensitive rubrics that alter the rate strategy instruments like repo rate in reaction to 
variations in separately worth will increase and lack of employment. Despite the fact that the 
effect of economic policy on real variables via the financial markets is restricted, due to the 
much less evolved nature of these markets, nonetheless economic policy may want to have 
tremendous impacts via adjustments in wages and assets charges. This is often to mention, 
the economist course of action response role portrays the ascending affiliation amongst the 
worth rises rate and therefore the redundancy rate. That is, once the worth will increase rate rises, 
a Central Bank wanting forward to fight worth will increase can raise interest rates to diminish 
yield and therefore increase the redundancy rate. 
 2.1.3 Keynesian Theory 
 This concept was developed by way of John Maynard Keynes in 1936. Keynes argued that 
inadequate standard demand may want to lead to prolonged intervals of high unemployment. An 
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financial system’s output of products and services is the sum of 4 components: consumption, 
investment, authorities purchases, and net exports (the distinction between what a rustic sells to 
and buys from foreign nations). Any increase in demand has to come from this kind of four 
additives. However during a recession, strong forces often hose down demand as spending goes 
down. For example, all through economic downturns uncertainty regularly erodes purchaser self 
belief, inflicting them to reduce their spending, especially on discretionary purchases like a 
house or a automobile. This reduction in spending by customers can result in less investment 
spending by means of companies, as companies respond to weakened call for for their 
merchandise. This places the assignment of increasing output at the shoulders of the government. 
in line with Keynesian economics, kingdom intervention is essential to slight the booms and 
busts in monetary hobby, otherwise known as the enterprise cycle. (Sarwat, Ahmed & Chris, 
2014)  
Keith and Howells (2009) argued that the extent of investments’ relies upon heavily on 
technological modifications and business self belief and expectations, hence a boom in the 
delivery of money deliver will have a restricted effect on mixture call for and consequently 
tremendously little impact on output and employment. Keynes argues that monetary policy may 
have restrained effect at the financial system and countrywide profits, because increase in money 
supply could be neutralized by the reductions in the speed of circulation leaving PT unaffected. 
According to Keynes, increase in cash supply cannot result in a proportional growth in the price 
degree.  
This concept has both fine and poor implications, the wonderful being that once there may be 
progressed infrastructure and a upward thrust in employment inside the usual economy, then 
inflation degree lowers, raising the shopping for power of the greenback and create greater tax 
receipts to the authorities in concept. Similarly, the government spending on infrastructure 
(visible impact/visible hand), there may be extra patron confidence because the government can 
definitely see the paintings in development and the stop result. The bad implication is that even 
though government spending has a visible effect, it merely re-arranges jobs quickly and does 
now not make contributions to new process creation (damaged window fallacy). Milton 
Friedman additionally argued that authorities do no longer produce anything and therefore the 
money it spends comes from taxpayers. 
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2.1.4 Credit Market Theory  
A model of the classical credit market postulates that the terms of credits clear the market. If 
collateral and alternative restrictions (covenants) stay constant, the charge per unit is that 
the solely value mechanism. With an increasing demand for credit and a given client provide, 
the charge per unit rises, and contrariwise. It’s therefore believed that the upper the failure risks 
of the recipient, the upper the interest premium (Ewert et al, 2000). The rise in demand for 
credit led to by low interest rates eventually could cause depreciation of currency. Financial 
organization thus should change the charge per unit to extend the value of 
borrowing. Industrial banks in their flip should increase their rates and so disposal is down as 
credit becomes overpriced (Ewert et al, 2000). 
2.2 Empirical Literature Review 
Under this section the variables of the study were each discussed. This section delves into what 
other scholars have done with regards to the effect of bank reserves, open market operations, 
credit rate and exchange rate on inflation. 
2.2.1 Effect of bank reserves on inflation  
Us (2004) states that, inflation is primarily caused by a rise within the pecuniary resource that 
outpaces economic process. Ever since industrialized nations captive aloof from the 
gold normal throughout the past century, the worth of cash is set by the number of currency that's 
in circulation and also the public’s perception of the worth of that cash. Once the Central Bank 
decides to place more cash into circulation at a rate over the economy’s rate, the worth of 
cash will fall attributable to the dynamic public perception of the worth of the currency used as 
base. As a result, this devaluation can force costs to rise as a result of every unit of currency 
is currently value less. 
When a government decides to print new currency, they basically water down the worth of the 
money already in circulation i.e. the additional currency there's within the cash in hand, the less 
valuable that currency are (Keith & Howells, 2009). An additional economic 
science approach of viewing the negative effects of accumulated cash in hand is 
that there'll be additionalgreenbacks chasing identical quantity of products in an economy, which 
is able to inevitably cause accumulated demand and so higher costs 
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2.2.2 Effect of open market operations on inflation  
This is the primary tool of monetary policy. It involves dominant the number of cash in 
circulation through the shopping for and merchandising of assorted monetary 
instruments, like treasury bills, company bonds, or foreign currencies. All of these purchases or 
sales result in more or less base currency entering or leaving market circulation (Schabert, 2004). 
 
Schabert (2004) argues that central banks in most industrial countries conduct monetary policy 
mainly via open market operations, where money is supplied in exchange for securities 
discounted with a short run nominal interest rate. The Central Bank buys or sells on behalf of the 
Fiscal Authorities securities to the banking and non-banking public. When the Central Bank sells 
securities, it reduces the provision of reserves and once it buys securities by redeeming them it 
increases the provision of reserves to the banking sector, thus affecting the supply of money. 
2.2.3 Effect of credit rate movement on inflation  
According to Darryl (1969), credit rates are a price for the use of funds and if rapid monetary 
expansion contributes to excessive demand and inflation, it also contributes to rising interest 
rates. Keith and Howells (2000) hold that equity and asset prices will respond to changes in 
interest rates. In the event that Central Bank raises the interest rates, as an example, the rate 
available on the unharzadous assets go up and is additional maybe unhazardous assets the  
the holders of risky shares can desire a higher come further. The share costs also will fall if the 
equity market as an entire becomes additional risk supply and demand the next premium for any 
level of risk. 
 
Central bank sets short term official rate of interest, referred because the central bank rate 
(CBR) that indicates the worth at that it'll create liquidity out there to the industry as 
a loaner of last resort. This rate is mirrored within the CBK order of payment rates. Inflation 
stabilization may be enforced through a ‘Taylor rule’ during which interest rates area 
unit adjusted in response to output and inflation. In using interest rates, 1st the central bank sets a 
target rate of inflation then interest rates area unit steered to maneuver inflation to 
its supposed levels (Njiru, 2014). 
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In this case, interest rates are inflated once the rate is higher than the target rate, and 
reduced once inflation is below the target rate. A discount within the official rate for example, 
encourages the business banks to borrow cash from the financial organization, thereby 
increasing monetary resource within the economy. This will increase consumption and output 
towards the specified output target. However, this action will increase the inflation rates. This 
introduces the paradox of monetary policy that is; excessively low interest rates now will only 
lead to much higher interest rates latter (Gichuki et al., 2012). 
2.2.4 Effect of exchange rate on inflation  
According to Johnson (2003), Inflation can be made worse by our increasing exposure to foreign 
marketplaces. In Kenya, we function on a basis of the value of the dollar. On a day-to-day basis, 
consumers may not care what the exchange rates between foreign trade partners are, but in an 
increasingly global economy, exchange rates are one of the most important factors in 
determining the rate of inflation (Laidemen & Rodriguez, 2006).  
 
When the rate of exchange suffers specified the Kenyan currency has lessen valuable relative to 
foreign currency, this makes foreign commodities and merchandise dearer to 
Kenyan shoppers whereas at the same time creating Kenyan merchandise, services, and exports 
cheaper to shoppers overseas. This rate of exchange differential between the Kenyan 
economy which of its trade partners will stimulate the sales and profitableness of 
Kenyan firms by increasing their profitableness and aggressiveness in overseas markets. 
However,it additionally hasthe coincidental impact ofconstructing foreign merchandise (which c
onjure the bulk of shopper product in Kenya), dearer to consumers in Kenya(Kinyua, 2001). 
2.3 Summary and Research Gaps 
There are areas wherever there's discrepancy once it involves economics and also the conduct of 
monetary policy in associate economy, in addition as conundrums on however the economy 
operates and the way monetary legislators have to be compelled to get to comprehend their 
culminations. Despite the massive variety of central banks all over within the world that have 
embraced a recognized inflation target, it's not universally substantive. Having a target on 
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inflation has obligatory charges that it doesn't listen to economic objects apart from inflation. To 
report on the problem of monetary policy significance to the delinquent of 
inflation, there's would like for an appropriate context that is the concentrate so 
as for associate understanding of the causative interrelationships amongst monetary policy 
instruments and inflation in a very Kenyan economy. Many students have checked out the 
employment of medium of exchange policy implements in refuting inflation. Abaksh (2008) 
examined the interactions between medium of exchange policy and stock prices within 
the amount shorter than a year in addition as in amount exceptional one year. Use of your 
time series monthly information was utilized on all the variables in addition because 
the Johansen’s variable  integration technique (Johansen and Juselius, 1990) in juxtaposition 
with the farmer relation take a look at to examine the probably long and short effects among 
the thought of series in addition because the bearing of those effects. 
 
Totonchi (2011) studied economic science theories of inflation by making an attempt to 
gauge and explore the contra and corresponding theories of inflation. It appeared that inflation is 
that the optimum results if intellectual dynamic interactions of those six teams of exposition 
influences. This suggests that inflation is often and all over a economic science and arranged 
incidence. Rasche and Williams (2005) studied the Effectiveness of financial Policy. Their 
analysis self-addressed ever-changing views of the role and effectiveness 
In economics numerous theoretical models as declared within the literature are developed on the 
conduct of medium of exchange policy over the years. The emergence of the classical 
Fishers amount theory of cash has emanated to plenty of dialogue. It suggests the disposition of 
cash within the economy and later on ignores involvement by governments within the markets. 
The Keynesians failed to believe the classical proposition. They embraced the Philips plan of the 
trade off relation between inflation and state that they see as justification of their policies. They 
treated it as a menu from that the monetarists (Friedman, 1966) placed some doubt of the 
existence of the trade-off hypothesis. Instead they introduced the concept of rational 
expectations. Most researchers especially in Kenya has focused on identifying the instrument 
that central bank should employ in targeting inflation. This study therefore will seek to address 
this gap. 
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2.4 Conceptual Framework 
The independent variables are bank reserves, open market operations, credit rate movement and 
Interest rate, while inflation is the dependent variable. 
Independent Variables       Dependent Variable 
 
 
 
 
 
 
 
 
 
 
 
 
 
2.5 Chapter Summary 
The chapter dealt with the theoretical literature review where the monetarist, Taylors, Keynesian, 
Credit Market Theory were reviewed. Under the empirical literature review the various 
objectives of the study were reviewed. Then the summary of the study and research gaps were 
highlighted after which the conceptual framework was done. 
 
 
 
 
Bank Reserves 
Open Market Operations 
Credit Rate Movement 
Exchange  Rate 
Inflation 
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CHAPTER THREE 
RESEARCH DESIGN AND METHODOLOGY 
3.0 Introduction 
This chapter describes the procedures and methodologies that were used in carrying out the study 
to establish the effect of monetary policy on inflation in Kenya. The chapter comprised of the 
research design; target population, sample design, data collection, and data analysis. 
3.1Research Design 
The researcher adopted a descriptive research design. Descriptive plan explains the connection 
stuck between two or more variables (Mugenda, 2009). The analysis would analyze the 
information to estimate the effectiveness of policy in targeting inflation. For that matter, 
conclusions are going to be drawn on the premise of the whole amount of the study. It involves 
taking perennial measures over time. 
3.2 Target Population  
The target population was the 20 banks that are currently operating in Mombasa as shown in 
Appendix V. According to the (CBK, 2017) the average number of employees per bank are 20, 
thereby making the total population to be 400. The sampling frame was the section heads 
(Supervisors), operation managers and the branch managers. 
 
3.3 Sample and Sampling Technique  
When it is not possible to study an entire population but the population is known, a smaller 
sample is taken using a purposive sampling technique. Slovin’s formula allows a researcher to 
sample the population with a desired degree of accuracy (Stephanie, 2013). Slovin’s formula 
was used to calculate the sample size. With regard to the level of accuracy, we used a 
confidence level of 90% as suggested by Kothari (2004), this means that there are 90 chances in 
100 (or .90 in 1) that the sample results represent the true condition of the population within a 
specified precision range against 5 chances in 100 (or .05 in 1) that it does not. The Slovin’s 
formula was calculated as follows: 
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n=N/ (1+Ne
2
) 
where 
n=Total Sample 
N=Population 
e= Margin of error 
The population size of this research was 400. A sampling error of 10%, was taken and then the 
sample size was: 
n = 400/1+400(0.10*0.10) 
n = 400/ 1+400*0.01 
n = 400/1+4 
n = 400/5.0 
n = 80 
Therefore, the sample size was approximated to be 80 respondents. 
3.4 Instruments 
The researcher used a questionnaire to collect data. The questionnaire helped the researcher to 
collect data on knowledge, opinions as well as attitudes of respondents on effect of monetary 
policy on inflation in the Kenyan economy. Each item on the questionnaire was developed to 
address specific objectives of the study. The questionnaire is suited for this study because it is 
practical and is used to collect data from a large number of people within a short time and in a 
relatively cost effective manner. Piloting will be done to test the validity and liability of the 
instrument. 
 
Both open ended and close ended questions were used. Open ended questions enables 
respondents to provide sufficient details while close ended questions enables the researcher to 
easily quantify results by the use of SPSS 20. 
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3.5 Pilot Study 
The purpose of pilot testing is to establish the accuracy and appropriateness of the research 
design and instrumentation. A pilot study, is a small experiment designed to test logistics and 
gather information prior regarding a larger study, in order to improve the latter’s quality and 
efficiency. According to Newing (2011), the importance of pilot testing cannot be 
overemphasized; one will almost always find that there are questions that people fail to 
understand or interpret in different ways, places in the questionnaire where they are not sure 
where to go next, and questions that turn out simply not to elicit useful information. A pilot test 
is an evaluation of the specific questions, format, question sequence and instructions prior to use 
in the main survey. The pilot study used 10% of the sample which is 8 and is approximated to 8 
respondents. These were chosen randomly from the sampling frame. 
3.5.1 Validity  
Validity of the research instrument refers to as the quality that a procedure or instrument or a 
tool used in research is accurate, correct, true and meaningful. This study will use both 
construct validity and content validity as a measure of the degree to which the data collected 
using the questionnaire represents the objectives of the study. Ogula (2015), maintain that 
information collected during the pilot testing is necessary for modifying the research 
instrument. 
3.5.2 Reliability  
Mugenda (2003) says that reliability of the research instrument is concerned with estimates of 
the degree to which a research instrument yields consistent results after repeated trials. In this 
study, reliability was determined by a test-retest administered to 10 subjects not included in the 
sample. After a given period of time, the questionnaire to be used was tested on the same 
population in order to examine the consistency of the responses. When a correlation value of 0.6 
was achieved, the reliability was said to be good.  
3.6 Data Collection Procedure 
A questionnaire was administered by the researcher personally since it is the best tool for this 
study. The questionnaire was prepared on the basis of a review of literature of this study. The 
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questionnaire was divided into two categories, whereby, the first area sought to address the 
general information of the respondents and the second section touched on the objectives of the 
study. Data collection tools were piloted and suggestions made before finalizing the 
questionnaire. This study utilized a self-administered questionnaire and equally referred to the 
existing secondary data. The researcher reached the sample population individually and e-mail 
questionnaires to some respondents who were not reached in person. 
3.7 Data Analysis and Presentation 
Data analysis is that the method of delivery order, structure and aiming to the mass of knowledge 
collected. It involves examining what has been collected and making deductions and inferences 
(Kombo & Tromp, 2006). The data will be analyzed by the utilization of descriptive 
statistics using SPSS version 20 and presented through percentages, means, standard deviations 
and frequencies. The inputted knowledge can then be bestowed within the variety of tables and 
graphs. The inputted data will then be presented in the form of tables and graphs. This provides 
for an easier analysis and interpretation of the data inputted. Further the data was regressed to 
obtain t - values, p-values, specific coefficients and intercepts, standard errors among other 
values. These values were used for further analysis. 
3.7.1 Regression Model 
The model used in this study was particularly a simple linear regression model. Inflation rate 
which is the dependent is assumed to depend on four independent variables namely, bank 
reserves, open market operations, credit rate and exchange rate. The regression equation for the 
study was:  
 
Y=α+β1X1+β2X2+ β3X3 + β4X4 + ε………………………………………………Equation 3.1 
Where  
Y-represents the rate of inflation  
α -this gives the inflation rate when all other variables are zero.  
X1-Bank Reserves  
X2- Open Market Operations 
X3-Credit Rate 
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X4- Exchange rate 
3.8 Ethical Considerations 
This section shows how the respondents were protected. 
3.8.1 Informed Consent 
All bank authorities were informed prior to the study to avoid suspicions and resistance from the 
management and general staff members. They were asked whether they consent or not. 
3.8.2 Voluntary Participation 
After the consent was thus obtained participation was voluntary as no respondent was forced to 
fill the questionnaire. No respondent was coerced to participate in the process. 
3.8.3 Confidentiality 
The views of the respondents in the questionnaire were treated with utmost confidentiality. Also 
the respondents were assured of no victimization for the responses given out. This is because the 
study is for academic purposes only. 
3.8.4 Privacy  
Privacy and dignity of the respondents was farther considered during the research. Names 
of the respondents were not exposed and codes were used instead. 
3.8.5 Anonymity 
The questionnaire has no place for name of respondents; this ensured that they remained 
anonymous. This went a long way in protecting the right to anonymity. 
3.9 Chapter Summary 
The chapter looked at the design, population, sample and sampling technique, data collection, 
analysis and presentation. The data collected, was for academic purposes only. 
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CHAPTER FOUR 
RESEARCH FINDINGS AND DISCUSSION 
4.0 Introduction 
The chapter covers the general information of the respondents and then discusses the variables of 
the study by use of the mean and standard deviation. After which the regression of the study 
variables is discussed then the limitations encountered while carrying out the study.  
4.1 Presentation of Research Findings 
4.1.1 Response Rate 
Out of the 80 questionnaires administered, 60 questionnaires were returned which represents a 
75% of the total. This was deemed fit for the study, it is as presented below. 
 
Source:  Research Data, 2018 
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4.1.2 Gender 
Table 4.1 Gender 
Gender Frequency Percentage 
Male 40 67 
Female 20 33 
Total 60 100 
Source: Research Data, (2018) 
 
Of the 60 respondents that the study managed to get responses from, 40 were male which 
represents 67% of the total and the rest 20, were male which represents 33%. This is also within 
the constitutional requirement of not more than two-thirds of one gender at the work place. 
4.1.3 Work Experience 
Table 4.2 Work Experience 
Work Experience Frequency Percentage 
2-4 years 20 33 
5-9 years 28 46 
10-14 years 4 7 
Over 15 Years 8 14 
Total 60 100 
Source: Research Data, (2018) 
Out of the 60 respondents in the study the work experience was varied with a majority 28 which 
is 46% asserting that they had worked for 5-9 years, followed by those who had worked for 2-4 
years who were 20 representing 33% of the respondents. Those who worked for over 15 years 
were 8 which are 14% and finally those with 10-14 years were 4 representing 7% of the total. It 
can be asserted that the respondents had worked for a long time enough to be able to give the 
required responses to the questionnaire. 
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4.1.4 Highest Education Level 
Table 4.3 Highest Education Level 
Highest Education Level Frequency Percentage 
Bachelors            36            60 
Post Graduate            24            40 
Source: Research Data, (2018) 
The education level of the respondents was asked, to ascertain whether the respondents 
understood the contents of the questionnaire. Those with Bachelors degree were 36 representing 
60% of the total respondents while those with post graduate qualifications were 24 which 
represent 40% of the total. It can be concluded that the respondents were well endowed 
academically to be able to handle the contents of the questionnaire. 
4.1.5 Bank Reserves 
Various questions were posed for the respondents to indicate their level of agreement regarding 
the effect of bank reserves on inflation. The Likert scale was as follows 1=Strongly Disagree 
2=Disagree 3=Neutral, 4=Agree and 5=Strongly Agree. The mean and the standard deviation 
was calculated and tabulated as below 
Table 4.4 Bank Reserves 
Bank Reserves Mean Std. Deviation 
The public values the cash 
that is circulating 
3.73 1.191 
Financial instruments 
enhance money circulation 
3.67 .951 
There is no excess cash in the 
economy 
3.27 .936 
Government has not 
devalued currency in the 
economy 
2.60 .887 
Overall Mean 3.32  
Source: Research Data, (2018) 
On the mean of the various sub-factors, the public values the cash that is circulating had the 
highest mean of 3.73 which is nearest to 4 on the Likert scale showing that most respondents 
agreed on this statement. Also with the highest mean it shows that the respondents preferred it 
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mostly. The standard deviation 1.191 was the largest implying that the responses were furthest 
from the overall mean and varied. Financial instruments enhance money circulations had the 
second highest mean of 3.67 which is nearest to 4 on the Likert scale showing that most 
respondents agreed on this statement. It also shows that it is the second most preferred sub factor. 
Its standard deviation was 0.951 implying that it was the second farthest from the overall mean. 
There is no excess cash in the economy had the third largest mean of 3.27 which is near 3. 
Implying that the respondents were neutral on the statement which can be taken to mean that 
there may or may not be excess cash in the economy. Its standard deviation was 0.936, implying 
that it was the third furthest from the overall mean. Finally, the government has not devalued 
currency had the smallest mean of 2.60 which is nearest to 3 on the Likert scale showing that the 
respondents were neutral on the statement. This can be taken to mean that the government may 
or may not have devalued currency. The standard deviation implies that the sub-factor is nearest 
to the overall mean with a value of 0.887. The overall mean of 3.32 shows that the respondents 
were neutral on whether the bank reserves affected the inflation. 
4.1.6 Open Market Operations 
Various questions were posed for the respondents to indicate their level of agreement regarding 
the effect of open market operations on inflation. The Likert scale was as follows 1=Strongly 
Disagree 2=Disagree 3=Neutral, 4=Agree and 5=Strongly Agree. The mean and the standard 
deviation was calculated and tabulated as below 
Table 4.5 Open Market Operations 
Open Market Operations Mean Standard Deviation 
Money is supplied in 
exchange of securities 
3.60 1.153 
The purchasing is anchored 
on the base currency entering 
or leaving market 
3.47 1.096 
The government redeems 
securities from time to time 
3.40 1.028 
There is shopping and 
merchandising of assorted 
money instruments 
3.33 .877 
Overall Mean 3.45  
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Source: Research Data, (2018) 
On the mean of the various sub-factors, money is supplied in exchange of securities had the 
highest mean of 3.60 which is nearest to 4 on the Likert scale showing that most respondents 
agreed on this statement. Also with the highest mean it shows that the respondents preferred it 
mostly. The standard deviation 1.153 was the largest implying that the responses second furthest 
from the overall mean and varied. The purchasing is anchored on the base currency entering or 
leaving market had the second highest mean of 3.47 which is nearest to 3 on the Likert scale 
showing that most respondents were neutral on this statement. It also shows that it is the second 
most preferred sub factor. Its standard deviation was 1.096 implying that it was the farthest from 
the overall mean. The government redeems securities from time to time had the third largest 
mean of 3.40 which is near 3. Implying that the respondents were neutral on the statement which 
can be taken to mean that there may or may not redemption of securities from time to time. Its 
standard deviation was 1.028, implying that it was the third furthest from the overall mean. 
Finally, there is shopping and merchandising of assorted money instruments had the smallest 
mean of 3.33 which is nearest to 3 on the Likert scale showing that the respondents were neutral 
on the statement. This can be taken to mean there may or may be no shopping and merchandising 
of assorted money instruments. The standard deviation implies that the sub-factor is nearest to 
the overall mean with a value of 0.877. The overall mean of 3.45 shows that the respondents 
were neutral on whether the open market operations affected inflation. 
4.1.7 Credit Rate Movement 
Various questions were posed for the respondents to indicate their level of agreement regarding 
the effect of credit rate movement on inflation. The Likert scale was as follows 1=Strongly 
Disagree 2=Disagree 3=Neutral, 4=Agree and 5=Strongly Agree. The mean and the standard 
deviation was calculated and tabulated as below 
 
 
 
 
 
 
27 
 
Table 4.6 Credit Rate Movement 
Credit Rate Movement Mean Std. Deviation 
Interest rates are adjusted in 
response to output and 
inflation 
3.53 .724 
Official rate discount 
encourages banks to borrow 
cash from CBK 
3.40 1.092 
The Central Bank sets short 
term official rate of interest 
2.07 .778 
The Central Bank increases 
credit rates regularly 
1.80 .546 
Overall Mean  2.70  
Source: Research Data, 2018 
On the mean of the various sub-factors, interest rates are adjusted in response to output and 
inflation had the highest mean of 3.53 which is nearest to 4 on the Likert scale showing that most 
respondents agreed on this statement. Also with the highest mean it shows that the respondents 
preferred it mostly. The standard deviation 0.724 was the second smallest implying that the 
responses second nearest to the overall mean and a little varied. Official rate discount encourages 
banks to borrow cash from CBK had the second highest mean of 3.40 which is nearest to 3 on 
the Likert scale showing that most respondents were neutral on this statement. It also shows that 
it is the second most preferred sub factor. Its standard deviation was 1.092 implying that it was 
the farthest from the overall mean. The Central Bank sets short term official rate of interest had 
the third largest mean of 2.07 which is near 2. This implies that the respondents disagreed on the 
statement which can be taken to mean that the Central Bank did not set short term official rate of 
interest. Its standard deviation was 0.778, implying that it was the second furthest from the 
overall mean. Finally, the Central Bank increases credit rates regularly had the smallest mean of 
1.80 which is nearest to 2 on the Likert scale showing that the respondents disagreed on the 
statement. This can be taken to mean the central bank does not increase the credit rates regularly. 
The standard deviation implies that the sub-factor is nearest to the overall mean with a value of 
0.546 and is less varied. The overall mean of 2.70 shows that the respondents were neutral on 
whether the credit rate movement affected inflation. 
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4.1.8 Exchange Rate 
Various questions were posed for the respondents to indicate their level of agreement regarding 
the effect exchange rate on inflation. The Likert scale was as follows 1=Strongly Disagree 
2=Disagree 3=Neutral, 4=Agree and 5=Strongly Agree. The mean and the standard deviation 
was calculated and tabulated as below 
Table 4.7 Exchange Rate 
Exchange Rate Mean Std. Deviation 
Forex stimulates sales and 
profitability 
3.87 .892 
There is a low safeguarding 
banks from hostile forex 
dealings 
3.60 1.153 
Currency has little exposure 
to the foreign markets 
2.80 1.117 
The exchange rate does not 
affect inflation 
2.20 .917 
Overall Mean  3.12  
Source: Research Data, 2018 
On the mean of the various sub-factors, forex stimulates sales and profitability had the highest 
mean of 3.87 which is nearest to 4 on the Likert scale showing that most respondents agreed on 
this statement. Also with the highest mean it shows that the respondents preferred it mostly. The 
standard deviation 0.892 was the smallest implying that the responses were nearest to the overall 
mean and not varied. There is a low safeguarding banks from hostile forex dealings had the 
second highest mean of 3.60 which is nearest to 4 on the Likert scale showing that most 
respondents were agreed on this statement. It also shows that it is the second most preferred sub 
factor. Its standard deviation was 1.153 implying that it was the farthest from the overall mean. 
Currency has little exposure to the foreign markets had the third largest mean of 2.80 which is 
near 3. This shows that the respondents were neutral on the statement which can be taken to 
mean that the currency may or may not have little exposure to foreign markets. Its standard 
deviation was 1.117, implying that it was the second furthest from the overall mean. Finally, The 
exchange rate does not affect inflation had the smallest mean of 2.20 which is nearest to 2 on the 
Likert scale showing that the respondents disagreed on the statement. This shows that exchange 
rates affect inflation. The standard deviation implies that the sub-factor is second nearest to the 
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overall mean with a value of 0.917. The overall mean of 3.12 shows that the respondents were 
neutral on whether the exchange rate affected inflation. 
 
4.1.9 Inflation 
Various questions were posed for the respondents to indicate their level of agreement regarding 
inflation. The Likert scale was as follows 1=Strongly Disagree 2=Disagree 3=Neutral, 4=Agree 
and 5=Strongly Agree. The mean and the standard deviation was calculated and tabulated as 
below 
Table 4.8 Inflation 
Inflation Mean Std. Deviation 
Interest rates are regulated 4.07 1.006 
Central bank regulates 
fluctuations of credit rates 
3.87 1.096 
Central bank reduces money 
supply from time to time 
3.73 .936 
There is a standard inflation 
forecast 
3.40 .960 
Prices of commodities are 
capped by the government 
3.20 1.176 
Overall Mean 3.65  
Source: Research Data, 2018 
On the mean of the dependent variable sub-factors, interest rates are regulated had the highest 
mean of 4.07 which is nearest to 4 on the Likert scale showing that most respondents agreed that 
interest rates are regulated. Also with the highest mean it shows that the respondents preferred it 
mostly. The standard deviation 1.006 was the third largest implying that the responses were the 
third furthest from the overall mean. Central bank regulates fluctuations of credit rates had the 
second highest mean of 3.87 which is nearest to 4 on the Likert scale showing that most 
respondents were agreed on this statement. It also shows that it is the second most preferred sub 
factor. Its standard deviation was 1.096 implying that it was the second farthest from the overall 
mean and is highly varied. Central bank reduces money supply from time to time had the third 
largest mean of 3.73 which is near 4. This shows that the respondents agreed on the statement. Its 
standard deviation was 0.936, implying that it was the nearest to the overall mean and the 
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responses are not varied. Also, there is a standard inflation forecast had a mean of 3.40 which 
was the second smallest while its standard deviation was 0.960 is the second nearest to the mean. 
Finally, prices of commodities are capped by the government had the smallest mean of 3.20 
which is nearest to 3 on the Likert scale showing that the respondents were neutral on the 
statement. The standard deviation implies that the sub-factor is the farthest to the overall mean 
with a value of 1.176. The overall mean of 3.65 shows that the respondents agreed that there is 
inflation in the economy thereby affecting banks. 
4.1.10 Effect of Monetary Policy on Inflation 
The dependent variables and the independent variables were regressed so as to determine the 
relationship between them.  The results were tabulated as below 
4.1.10.1 Multiple Regression Model Summary 
The model summary for the multiple regressions carried out on the variables is as shown below 
Table 4. 9 Model Summary 
Model R R Square Adjusted R 
Square 
Std. Error of 
the Estimate 
1 .524
a
 .274 .222 .56441 
a. Predictors: (Constant), Exchange Rate, Bank Reserves, Credit Rate Movement, Open 
Market Operations 
b. Dependent Variable: Inflation 
Source: Research Data, (2018) 
Table 4.9 shows the coefficient of determination R
2
 as .274. The value of R-square implies that 
27.4% of the total variance of inflation is explained by the model. This means that 72.6% of the 
total variance of inflation cannot be explained by the model. Hence the results reveal that the 
independent variables are key determinants of inflation in the Kenyan economy. The table shows 
the results for variations between the dependent and independent variables. 
4.1.10.2 Coefficients of the Regression Model 
The co-efficients of the regression model were obtained from the analysis and presented as 
below 
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Table 4.10 Co-efficients of the Model 
Coefficients
a
 
Model Unstandardized 
Coefficients 
Standardized 
Coefficients 
t Sig. 
B Std. Error Beta 
1 
(Constant) 1.493 .604  2.473 .017 
Bank Reserves .304 .133 .282 2.282 .026 
Open Market 
Operations 
.282 .108 .343 2.608 .012 
Credit Rate 
Movement 
.131 .164 .098 .797 .429 
Exchange Rate -.057 .144 -.051 -.393 .696 
a. Dependent Variable: Inflation 
Source: Research Data, (2018) 
The regression equation is as shown below 
Y=1.493+0.304X1+0.282X2+0.131X3-0.057X4……………………………….Equation 4.1 
When the independent variables are all zeros, this means that inflation will be at 1.493 units. 
When bank reserves increases by one unit, inflation increases by 0.304 units. When open market 
operations increase by one unit, the inflation increases by 0.282 units. When credit rate 
movement increases by one unit, inflation increases by 0.131 units and finally when exchange 
rate increases by one unit inflation decreases by 0.057 
4.1.10.3 Analysis of the Variance of the Study Variables 
The table below clearly shows that the ratio of regression to residuals is positive, implying there 
was a significant relationship between the dependent and independent variables used in the 
study. 
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Table 4.11 Analysis of Variance 
ANOVA
a
 
Model Sum of 
Squares 
df Mean       
Square 
F Sig. 
1 
Regression 6.629 4 1.657 5.202 .001
b
 
Residual 17.521 55 .319   
Total 24.149 59    
a. Dependent Variable: Inflation 
b. Predictors: (Constant), Exchange Rate, Bank Reserves, Credit Rate Movement, Open 
Market Operations 
Source: Research Data, (2018) 
From the ANOVA above, it is therefore established that bank reserves, open market operation, 
credit rate movement and  exchange rate affected inflation, since 0.001<0.05 at 5% level of 
significance. Thereby the null hypothesis is not accepted and the alternative hypothesis is 
accepted. This implies that monetary policy affected inflation in the Kenyan economy.   
4.2 Limitations of the Study 
The study encountered various limitations. Some respondents out rightly dismissed the 
questionnaires and did not respond to them, some took up to one week to complete filling the 
questionnaires which slowed the data collection process. Some for fear of victimization could not 
fill the questionnaires as required. 
The study was also limited to Mombasa County banks which could have in some way affected 
the research findings. Also the study was limited to the four independent variables, bank 
reserves, open market operations, credit rate movement and exchange rate. With more 
independent variables varied results would be expected. 
4.3 Chapter Summary 
The various independent variables were discussed and the study found out a significant 
relationship between the independent variables (bank reserves, open market operations, credit 
rate movement and exchange rate) and the dependent variable (inflation).  However despite three 
independent variables (bank reserves, open market operations, credit rate movement) relating 
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positively with inflation as shown by the regression model, exchange rate related negatively. 
Monetary policy affects inflation in the Kenyan economy. 
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CHAPTER FIVE 
SUMMARY, RECOMMENDATIONS AND CONCLUSIONS 
5.0 Introduction 
The chapter looks at the summary of the findings, which are compared to past studies. Then the 
chapter looks at the recommendations of the study and thereafter conclusion of the whole study. 
5.1 Summary of Findings 
The study had a response rate of 75% which was deemed fit that is out of the 80 questionnaires 
administered 60 were returned. Gender of the respondents was within the constitutional 
requirement of not more than two-thirds of one gender at the work place. On work experience 
the respondents had worked for a long time enough to be able to give the required responses to 
the questionnaire. Also on education, the respondents were well endowed academically to be 
able to handle the contents of the questionnaire. 
On Bank Reserves, the respondents were neutral on whether the bank respondents affected 
inflation. On the open market operations, the respondents were also neutral on whether the open 
market operations affected inflation. The same also went for credit rate movement and exchange 
rate. After conducting regression analysis, the co-efficient of determination was 0.274 implying 
that 27.4% of inflation was explained by the independent variables and 72.6% could not be 
explained by the model.  
It was found out further that independent variables are key determinants of inflation in the 
Kenyan economy. There was a significant relationship between the independent variables and 
dependent variable. However despite three independent variables (bank reserves, open market 
operations, credit rate movement) relating positively with inflation as shown by the regression 
model, exchange rate related negatively. Monetary policy affects inflation in the Kenyan 
economy. This is consistent with Moki (2014), Njiru (2015) and Koila (2016) who found that 
monetary policy affects inflation. However Moki (2014) found out that the independent variables 
were statistically insignificant. 
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5.2 Recommendations 
From the co-efficient of determination 0.274 and hence the independent variables explaining 
only 27.4% of the model cum inflation, this study therefore recommends that further research to 
be carried out to determine the other policies and factors that affect inflation, constituting 72.6%. 
This would help scholars and policy makers. The persons responsible for these recommendations 
are scholars and researchers preferably by the next financial year. 
The findings on the relationship between the inflation and the monetary policies can be used to 
formulate a targeted policy towards attaining acceptable levels of inflation in Kenya. A country’s 
monetary policy has a relative influence on the inflation rates which affects economic growth 
and development. As observed by the study exchange rate affects inflation negatively, there is 
need to formulate proper policies. There is therefore a need for the central bank to impose a 
proper policy that will help lower exchange rate and encourage growth in the economy. 
5.2.1 Implication to Research 
Despite this study adding to the existing literature and body of knowledge on monetary policy 
and inflation, it is also a basis for further research for academicians, scholars and students in the 
field.  As scholars can further research by including all the banks in Kenya to widen the scope, or 
use a different methodology as suits their research quest. 
5.2.2 Implications to Policy 
For policy makers, including the Central Bank, this study provides a foundation or a reference 
point in which formulation of proper policies can be alluded to. It also saves policy makers the 
cost of having to conduct a similar study in Mombasa County on the effect of monetary policy 
and inflation. 
5.2.3 Implications to Practice/Training 
On the theory and practice the study will help in reducing the rate of inflation. This will be 
applicable in a case where there are high levels of inflation. At this situation the economist will 
strive hard to bring the levels of inflation so that they can strike a balance and facilitate the 
growth of the economy. This process as referred to as deflation process. 
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5.2.4 Implications to Education 
Now that the study found out that there is a relationship between monetary policy and inflation, 
it is in line with previous studies and therefore a continuation of existing literature. This study 
beefs up literature on monetary policy and inflation. 
5.3 Conclusion 
The study had objectives on the effect of monetary policy (bank reserves, open market 
operations, credit rate movement and exchange rate) on exchange rate. The theories reviewed 
were the monetary policy theory, Taylor’s theory and Keynesian theory and Credit market 
theory. The variables were then reviewed in relation to previous studies. The study adopted a 
descriptive research design with a population of 80. The study had a response rate of 75% and it 
was found out that the relationship between monetary policy and inflation is significant. 
5.4 Suggestions for further research 
Some empirical study that adds other variables should be done to capture more accurately the 
effect monetary policy has on inflation rate. It would be interesting to identify and establish the 
relationship (using more variables) between monetary policy and inflation rate to determine if 
there are similarities or differences in the reactions of inflation rate to monetary policy in Kenya. 
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                                                      APPENDICES 
APPENDIX I: LETTER OF INTRODUCTION 
 
Dear Respondent, 
I am an undergraduate student at the School of Management and Leadership, Management 
University Of Africa, currently carrying out a research titled ‘Effect Of Monetary Policy On 
Inflation In The Kenyan Economy’.This is in partial fulfillment to the requirement for the 
award of the degree of Business Management And Leadership.  
 
You have been selected as one of the respondents in this study. I therefore request you to kindly 
facilitate the collection of the required data by answering the questions herein. This questionnaire 
is purely for academic purposes and the data collected will be treated with utmost confidentiality. 
While your cooperation in completing the questionnaire attached onto this letter is highly valued, 
your participation is voluntary. 
The results will be contained in the thesis that will be available at the Management University of 
Africa. Your assistance and cooperation will be highly appreciated. Thank you in advance. 
Yours faithfully, 
………………….                                                             
Hawaa F. Said 
0724 017529 
hawaafaraj1@yahoo.com 
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                                APPENDIX II: RESEARCH STUDY QUESTIONNAIRE 
 
Section A: General  Information 
 
1. Your gender: Male [ ] Female [ ] 
 
 
2. Your experience at the Bank(Tick whichever appropriate) 
 
Below 1 Year [ ] 2-4yrs [ ] 5-9 Years [ ] 10 - 14 years [ ] Over- 15 years [ ] 
 
 
3. What is your highest education level? (Tick as applicable) 
 
Primary certificate [ ] Secondary certificate [ ] Diploma/certificate [ ] Bachelors’ degree [ ] 
Postgraduate degree [ ] Others (specify)…………………………… 
 
Section B: Effect of Monetary Policy on Inflation 
4. What is your level of agreement with the following statements the effect of bank reserves on 
inflation? By ticking (√) in the appropriate box, consider to the extent you agree with each 
statement. Where 1=Strongly Disagree 2=Disagree 3=Neutral, 4=Agree and 5=Strongly 
Agree 
Bank Reserves 1 2 3 4 5 
The public values the cash that is circulating      
Financial instruments enhance money circulation      
Government has not devalued currency in the 
economy 
     
There is no excess cash in the economy      
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5. What is your level of agreement with the following statements regarding the effect of open 
market operations on inflation? By ticking (√) in the appropriate box, consider to the extent 
you agree with each statement. Where 1=Strongly Disagree 2=Disagree 3=Neutral, 4=Agree 
and 5=Strongly Agree 
Open Market Operations 1 2 3 4 5 
There is shopping and merchandising of assorted 
money instruments 
     
The purchasing is anchored on the base currency 
entering or leaving market 
     
Money is supplied in exchange of securities      
The government redeems securities from time to 
time 
     
 
6. Indicate your level of agreement with the following statements regarding the effect credit 
rate movement on inflation. By ticking (√) in the appropriate box, consider to the extent 
you agree with each statement. Where 1=Strongly Disagree 2=Disagree 3=Neutral, 
4=Agree and 5=Strongly Agree 
Credit Rate Movement 1 2 3 4 5 
The Central Bank increases credit rates regularly      
The Central Bank sets short term official rate of 
interest 
     
Interest rates are adjusted in response to output and 
inflation 
     
Official rate discount encourages banks to borrow 
cash from CBK 
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7. Indicate your level of agreement with the following statements regarding effect of exchange 
rate on inflation. By ticking (√) in the appropriate box, consider to the extent you agree with 
each statement. Where 1=Strongly Disagree 2=Disagree 3=Neutral, 4=Agree and 5=Strongly 
Agree 
Exchange Rate 1 2 3 4 5 
The credit rate movement does not affect inflation      
Currency has little exposure to the foreign markets      
Forex stimulates sales and profitability      
There is a low safeguarding banks from hostile forex 
dealings 
     
 
SECTION C: Inflation 
8. Indicate your level of agreement with the following statements regarding inflation. By 
ticking (√) in the appropriate box, consider to the extent you agree with each statement. 
Where 1=Strongly Disagree 2=Disagree 3=Neutral, 4=Agree and 5=Strongly Agree 
Inflation 1 2 3 4 5 
There is a standard inflation forecast       
Interest rates are regulated       
Central bank regulates fluctuations of credit rates      
Prices of commodities are capped by the government      
Central bank reduces money supply from time to 
time 
     
 
Thanks for your time 
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APPENDIX III: LIST OF BANKS IN MOMBASA 
1. Bank Of Africa 
2. Barclays Bank of Kenya 
3. Chase Bank 
4. CFC Stanbic Bank 
5. Citi Bank 
6. Commercial Bank of Africa 
7. Consolidated Bank 
8. Co-operative Bank 
9. Diamond Trust Bank 
10. Equity Bank 
11. Family Bank 
12. First Community Bank 
13. Giro Bank 
14. Gulf African Bank 
15. Jamii Bora Bank 
16. Kenya Commercial Bank 
17. National Bank of Kenya 
18. NIC Bank 
19. Middle Eastern Bank 
20. Standard Chartered Bank 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
